
rowERs wArsoNT,-/
3!A Ldrr Rod, $ib $O
arllr, GA 3420423€

T+r lI).I5 titr
F.1 aoa G5 t@

September 'l 1, 20'14

Mr. Laurence Hubbard
President
Montana State Fund
855 Front Sfeet
Helena, MT 59601

Dear Mr. Hubbard:

Flnanchl RLk Analyab Revl€w ot Uontana Stato Fundt Loaa RerelY6 and ftatea

As you requestod, we havo rovieuEd lhe September 5,2014 report (lhe FRA Report) prepared by Rob€rt
W. Van Epps and DanielA. Reppert of Financial Risk AnalysB (FRA) on the adequa6f of Montana State
Fund's (MSF'S) 6tes efGclive July 1,2013 and July 1,2014 and th€ adequacy of MSF'S loss and losg
adjustrnent expense (LAE) reserves as of June 30, 2013. This letter provides several comments, all of
which pr$ume that the reader ha3 accoss to, and has read and under3bod, the FRA Report.

Much of the FFIA analy3is as documented in the FRA Roport is bas€d on FRA'S Gvierv ofvadous
analys€s and roports that have been prepared by Towers Watson Clow€rs Watson or ure or our) for the
management of MSF in lhe cours€ of our ongoing engagement as comulling acluarie3 to management
and the Board of MSF. ln many ca96, FRA derived its numerical resutB by judgmentally modifying a
s6l6c1ed set of methodologi€s or parameters or judgmenE that had been made in lhe Tow€rs Watson
analyses, specifically ToweB \ /bEon's analysis of unpaid lo38 and 1033 adiustnent expens€ as of
June 30, 2013; and Tow€rs Wbtson's analysis of rate level indicatiom efbdive July 1, 2013 and July 1,

2014 based on data as of D€cember 31, 2012 and 2013 (the Tctryers Wbtson Reports daEd
September 3, 2013, April 10,2013 and April 17,2014).ln order to provide context br our respons€s, we
will also make reGrenco to some of the ToweB Whtson Reporb in this letter. We pr$ume that the reader
also has access to, and has r€ad and undeBtood, ths Towerg VVaBon Repolb.

Th€re will also be reforonces to AMI Rbk ConsultanB, lnc. (AMl). AMI was rstained by the Montana
Legislative Audit Divi8ion to provide a review of our MSF Acfuarial analyses.

This letter is based on our review of the written FRA RePort.

Commentry - Clvcmll Concluslons

We appreciaG FRA'3 dbcussion ofkey Esues rolaling to loss resgrves and rates. ThiE dEcussion can be
useful to the undeEtanding of what types of issues can afhc{ lhe adequacy of lo83 rBserves and ot rates.

The sp€cifc numerical findin$ and conclusions in lhe FRA Report diffsr from the num€rical ltnding3 and
conclusions in the Toivers Watson ReporB. We will discuss some of those difiorences laGr in this letter.

We concur wiih lhe conclusions in the FRA Report that:
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. 'For lhe New Fund, we agree with TW and AMI that bookod reserves are reasonable.' (page l7 of
the FRA Report).

Towers VVaBon notos that the provision for undiscounbd unpaid loss and LAE in MSF'S June 30,
2013 New Fund tinancials is indeed within Toyvers Watson's range of reagonable €slimates.

. "Based on their analysis, AMI concluded that the rat6 efiec'tive July 1, 2013 were not excessive,
inadequate or unfairly discdminatory and tye @ncur.' (page l8 ot FRA Report).'Both TWand AMI
app€ar to have used approaches that follow generally accepted ac-tuarial raGmaking principles.'
(page 17 of FRA Report)

ToweB Watson notes that MSF adopted a €.0% ayerage manual rate change efhctive July 1,
2013, and did so with the intent that lhe rates providod br future loss and LqE on a discounGd
for investment incomo basis. We concur that MSF'S raEg efectivo July I , 2013 are r€asonable.
The raEs adopted by MSF include a 5% provision br adverso d€viaiion precis€ly to allow br the
situation in which aciual resulls in the coming year are more unfavorable than managemenfs
proiec{ions. lncluding a provision fror adwrs€ devialion is an appropriate response to
uncertainiies sunounding ullimate losses and chang$ in MSF'S mix of bBiness.

. 'Based on our independent rate level analygis, wo b€lieve lhat the selec'ted overall rate change of
0.0% affEc{ive July 1, 2014 b reasonable.' (page 19 of FRA Report).

Tourers Wbtson noigs that MSF adopted a 0.0% average manual rat3 le\rel change efi€ciive
Juty 1,2011.

. 'AMl states that they believe the procedures and methodologies used by TW in class ratemaking ar€
reasonable, and we @ncur.' (page 19 of FRA Report).

FRA provides (pages 15-17 of the FRA Report) severalcommenb regarding the estimated unpaid loss
and LAE fo,r the New Fund on a basis discounted for inveslrnent incom6. We not8 that MSF'S
managsments reseNe br unpaid loss and LAE fur the New Fund is presented on lhe more @nservative
undEcounted basis. Likewise, Tow€rs Watson's analysis of unpaid loss and LAE for lh6 New Fund is
presented on an undiscounted basis. V\fe concur with FRA'S comment (page 16 of the FFIA Report) that
establishing loss reserves on an undiscounted basis provides a margin for enor Bince ftIure investnent
income can b€ used to ofiset futrlre adveBe developmer .

Commentry - Numerlcal ResulSB

The FRA Report produces numerical indications for lhe unpaid MSF loss and LAE at June 30, 2013 that
are higher than lhe range suggested by the Towers Wabon methodologies. Afrer having had an
opportunity to review the FFIA Report, we have revisited our specific analys€s and resulE. Ba8ed on our
subsequent review, we have conclud6d that our original analyses, lindings, and condusions, a8
documented in the Torvers Wabon Reports, remain appropdal9 and reasonable. We would nol alter our
methodologies, assumplions, or selec{ions based on our review of lhe FRA Report.

We would like !o specirically address s€veral important issues that relate b numerical difftrenc€s
between the result8 presenGd in the ToweB WbEon ReportB end the re3ulb in the FRA Roport.

Estimate of Unpald Losg

ln our analysis and projec'tion of ultimaie lo3ses for eacfi hisloric€l accidont year, we reflect the changes
in payment paltems lhat were and are expec'ted, and lhat we have obsen ed to result hom several
significant chang$ in the statutolily-defned suucture of iniurod worker benefits. These resfucturings had
substanlial effec-B on the Montana claims environment. Given the magnitude of these chang€s, we
believe lhat historic€l data fiom Periods prior to each of th6se significant benetit restruc.turings requireg
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adiustnent prior to using that historical data as a basis (br anlicipating the likely patbm with whidt recent
years'claims will pay out. Towers Wabon mad6 explicit recognition of thes€ environmental chang€s in

our seleclion and projeclion of payout pattem8 br lhe mor€ Goent yeaB. We col inue to believe our
resulting selecrtion of developmeni pattErns. difierer for eacfi sot of yeaB during which difierent benefit
stuctJres and benefit levels prevailed in Montana, B Prudent and appropriate.

FRA notos (page 31 ol lhe FFIA Report) lhat it did not make exPlicit adjustn€nB to the develoPment
pafrems in re3ponse to MSF'S changing environment. lnstead, FRA s€l€cted low, mid and high range
development paterm for medical losses. ln our opinion, lhe ostimation of the future 1033 payout on recent
accident years should ref,ec't lhe ben€lit structure Prevailing in those recer accident years. Thus, we
b€lieve that FM's estimaEs are likely to be oveBtated to th€ exbrn thd FRA relied on unad,usted
historical date for its proieciion of recenl yeaB.

When two actuari@ use similar a$umptions wilhin each of tha various acrtuarial methods, and thus arive
at gimilar resulb for each of the indMdual methods, the two actuaries may slill anive at difiarent aciuarial
centel eslimates bocause of placing difEront implicit weights on the resulB of thGe various different
acfuarial melhods.

We recognize and rcspec{ FRA'S exercise of independet aduarial iudgment in iE review. We have no
comment on FRA'8 seledion of an actuarial central Btimate from within a range of melhodologi6.
How€ver, we do believe that the methodologies lhomselves should reflect loss development param€ters
and 3eleclions appropriate to the Montana environment and MSF operatiom in which tho daims will be
handled and paid.

Rate lndlcatorls

Not6 that most of ihe difGrcnce in rate indica$ons is due to the difErenca in the prorec'tion of ultimate
losses in lhe unpaid loss analys€s.

Commentry - FRA's Recommen&d Actlons

FFiA again rccommends lhat MSF conduc't a claim study that focuses sp€cifically on quantifying the level
of case resorve adequacl. B€foro undertaking lhis revielv, MSF should co.lsider the likely imPac{s of
such an exercise i.e., that it could potenlially introduce gignificanl changes in lhe case res€Mng process

and will likely increase volatility.

FRA recommends that MSF di8cuss with its adrary wh€ther selec'ting toward the low€r end of eslimates
is appropriaG or should be adiGted. We have regular discussions with MSF manag€ment on lhe
rationale hr our independent acttarialjudgment. FRA'3 recommendation implicitly a$umes that all tho
proiec'tion methods should get equal wBight in the seleclion proc*s. \ le dEagree wilh that assumplion,
as the varioG methods have difierent strongths and weakness€s and thus suit differettt situations
diffEren0y, and we are combrtable with our selec{ion of ullimate losses.

We concur with FRA'S recommendalion that MSF should considor iB canied reserves for the New Fund
and Old Fund in light of the ac'tuarial prorections and its case reaerves.

We concur with FRA's re@mmendalion to consider reintroducing the incuned loss development
proiec,tion melhods for medical lo$es, subroct to lhe concem that a change in case reserving Practic€s
could potentially incrBase volatility just when lhe medical case reserves are starting io show enough
stability to be used in the incuned lo$ d€veloPment methodology.
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Sources of Uncertainty

The ultimatg liability for claims is subrect to ihe outcome of evenE yet tro occur, e.9., the likelihood of
claimanb filing, inflation in medical c@ts, statutory cfianges, and the attitudes of claimants torards
set0ements of their claim3. The lhree pdmary iisks of inaccurate Biimat€B defned in Actuarial Standard
of Praclice No. 43 - Property/Casualty Unpaid Claim Eslimates are:

. Process Risk - Tho ]isk associaGd ryith tho proieclion of futuro contingencie3 lhat are inhorenty
variable, 6ven when the paEmeters are known with cerEinty.

. Model Risk - The risk that the methods are not appropriate to lhe circum3tances or the models are
nol representalive of the specilled phenomenon.

. Parameter Risk - The risk lhat parameters used in the methods or models are not repr€entative of
ft ure out@mes.

All ofthese risks are inherent in the loss reseNing and rate s€tting proce$ for MSF and as a result, there
is a limitalion upon the aeuracy of loss projec,tions br prior periods and rate indications br prospec'tive
periods. ln ourjudgment, w€ have employed ledtniques and assumptions that are appropriate, and the
conclusions presented in our reports are reasonable, given the inbrmation cunenty available. However,
it should be recognized that future loss emergence will likely deviate, p€rhaF materially, ftom our
estimates as yvell as FRA estimates.

The tables on pages 18 of FRA'S Report show comparisons of undiscounted unpaid losses, discounted
unpaid losses and underwriting profitg. These tables illustrate the variabiliv in conducting actuarial
analyses of workers' compensation exposures.

Rellances and Limitatiom; Dbtrlbuton

ln preparing this letter, we relied on data and infomation supplied by the MSF and FRA, without audit or
verification. The informalion from MSF is the same inbmation used in our report3, whicfi contain a more
extemive discr,tssion of Relianc$ and Limitiations that b equally applicable to thb analysis.

This letter is intended fur intemal us€ by the MSF and its Board of Oirectors. Anyone receiving a copy of
lhis letter should be made aware that Towerg watson is available to answBr any questions that may ari8e
with respect to these commenb.

l, Ru8sell Greig, am a member of lhe Arnerican Academy of Ac{nades and meet its qualificalion standards
to render lhe actJarial opinion containod herein.

We are available to conlinue the dialogue regarding MSF'S loss reserves and rate indications.

FCAS, MAAA,

v:ut6EE sbt Fuid. 10a6t6i4Rcsr4e11 FRA Rw (hq


